
Appendix V: Cable Network Carriage Model 

This appendix descnbes our model of cable network carriage that we 
developed to test whether ownership affiliations influence cable 
operators' decwions about what networks they will carry. Specifically, we 
discuss (1) the set-up of our model, (2) the data sources and descriptive 
statwtics, (3) the estimation methodology and results, and (4) an 
alternative specificahon. 

Set-up of Our Cable 
Network Carriage 

A cable operator will cany a cable network if, on the margin, the network 
increases the operator's profit or increases its profits more than an 
alternative cable network. Cable operators receive revenue associated 
with cable networks from both subscnber fees and local advertising. 
Therefore, the addition of a popular cable network will likely mcrease the 
operator's revenues by allowing the operator to impose higher monthly 
cable rates on subscnbers and sell addtional local advertising at higher 
rates than would be possible with a less popular network. At the same 
time, the cable operator will incur programming costs associated with the 
cable network. Thus, the cable operator will balance these various 
revenue and cost factors when deciding whether to carry a given cable 
network 

In interviews ulth 11 cable operators, we were told that broadcast 
networks often lmk carriage of cable networks to retransmission of local 
broadcast stations. In addition to these broadcaster affilations with cable 
networks, some cable operators are also affiliated with cable networks. In 
fact, several stu&es have mdicated that cable ownership of cable 
networks influences the carriage of cable networks+o there is some 
precedent that ownership, albeit of a different form, influences carriage 
decisions.' To examine whether these ownership affiliations-broadcaster 
and cable operator ownership of cable networksinthence the carriage 
of cable networks by cable franchwes, we employed a model that tests 
whether certain variables increase or decrease the probability of a cable 
network bemg carried on a particular cable franchise. To empirically test 

Model 

'For example, see Waterman, D and kW Weiss, "The Effects of Vertlcal Integrahon 
Between Cable Telewion Systems and Pay Cable Networks," Journal of Economelncs, 72 
(1996) 357-395 and Chqty, T I  lierhcal Inkgrahon, Market Foreclosure, and Consumer 
Welfare m the Cable Telewion Industry," American Economic Rartm, 91(3) (2001). 428 
453 These studies found that cable operators were more llkely to carry networks that they 
owned These stubes, however, b d  not test whether cable operators were more hkely to 
cany a network owned by a broadcaster 

P a e  63 GAO-04-8 Cable Television Industry 

~~ ~~ 



Appendix V: Cable Network Carriage Model 

. 

. 

~ 

these hypotheses, we estimated the following. Carriage of a cable network 
on a cable f r ancbe  is a function of 

the age of the cable network, 

the popularity of the cable network as measured by advertising revenues 
per subscriber, 

whether the cable network primarily distributes news- or sports-related 
programming, 

whether the cable network is affiliated with a broadcast network or a 
cable operator, 

cable system capacity in terms of megahertz, 

the number of households passed by the cable system, 

the percentage of people in the franchise area between ages 25 and 65, 

the percentage of households in the franchise area that own their homes, 
and 

whether the cable franchise is owned by a cable multiple system operator. 

Data Sources and 
Descriptive Statistics 

We required several data elements to build the dataset used to estimate 
t b  model. The following 1s a list of our primary data sources. In admtion, 
we h t  all of the variables, definitions, and sources in table 4 and basic 
statistical information on all of the variables in table 5. 

We obtamed data on the carriage of indimdual cable networks on cable 
franchises from FCC's 2002 survey of cable franchises. FCC's survey asked 
a sample of cable franchises whether the franchise carned various cable 
networks. We used the survey to define a variable representing whether a 
given cable network was carried on either the basic or expanded-basic 
tier. In addition, we used the survey to define variables measuring (1) the 
system megahertz (the capacity of the cable system in megahertz), (2) the 
number of households passed by the cable system, (3) the affiliation of the 
cable franchse with a multiple system operator, and (4) the ownership 
affiliation of the cable operator. 

From Kagan World Mema, we obtained data on cable networks, including 
(1) the year the cable network launched, (2) the number of cable 
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subscribers that received the cable network in 2002, (3) the advertising 
revenue the cable network received in 2002, and (4) the ownership 
affiliation of the cable network. 

We used the most recent data from the US. Census Bureau to obtain the 
following demographic information for each franchise area: proportion of 
the population between ages 25 and 65 and the percentage of the 
households that reside in owner-occupied housing. 

* 

Table 4 Definitions and Sources of Variables 

Variable Definition Source 

Carry 

Age 
Advertising revenue per 
subscriber 

News 

sports 

Broadcaster aff iliation 

A binary variable that equals 1 if the cable network is carned on the basic or 
expanded-basic tier survey 

2003 minus the launch year of the cable network 
The cable networks advertising revenues divided by the number of 
subscribers that could receive the cable network in 2002. 

A binary variable that equals 1 if the cable network primarily delivers news- 
related programming. 

A binary variable that equals 1 if the cable network primarily delivers sports- 
related programming 
A binary variable that equals 1 if the cable network is affiliated with a 
broadcast network group (DisneyIABC, ViacomICBS, News CorporationlFox, 
General ElectridNBC, or Scripps), and the cable network began operation in 
1992 or later 

Cable affiliation A binary variable that equals 1 if the cable network is affiliated with a cable Kagan World Media 
operator (Time Warner, Cablevision, or Comcast) 

FCC 2002 cable rate Homes passed by cable The number of households passed by the cable system that setves the 
system franchise. including homes outside of the franchise area sutvey 

Cable system megahertz The capacity, measured in megahertz, of the cable system that serves the FCC ZOO2 cable rate 
franchise area. sutvey 

Multiple system operator A binary variable that equals 1 if the cable franchise IS affiliated with a cable FCC 2002 cable rate 
multiple system operator. sutvey 

Population between ages 25 The percentage of the population in a franchise area between ages 25 and 65. U S. Census Bureau 

FCC 2002 cable rate 

Kagan World Media 
Kagan World Media 

GAO analysis 

GAO analysis 

Kagan World Media 

and 65 

Home ownershiD U S. Census Bureau The Dercentaae of households in the franchise area residing in owner- 
occupied housing units 

Source GAO 12003) 
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Table 5: Descriptive Statistics 

Variable Mean Standard deviation Minimum value Maximum value 
Carry 0 43 0 50 0 00 1 .oo 

Advertising revenue per subscriber 191  2.19 0 00 10 98 
News 0 06 0 24 0.00 i no 

Age 10 68 6 61 1 00 27 00 

sporls 0 09 0 28 0 00 1 .oo 
Broadcaster affiliation 0.25 0.43 0 00 1 00 

Cable affiliation 0 20 0 40 0 00 1 00 

Homes passed by cable system 178,212 05 244,160 35 73 00 1,286,698.00 

Cable system megahertz 672 57 171 08 212 00 870.00 

MUltiDle svstem oDerator 0.95 0.23 0.00 1.00 
~ 

Population between ages 25 and 65 52 09 2 92 37.26 62 94 
Home ownership 68.16 10 02 19 46 84 90 

Source GAO 12003) 

Because we are estimating a binary choice model-that is, the cable 
franchise either ca.rries or does not carry a given cable network-we 
employed the logit method to estimate our reduced-form equation of cable 
network carriage? We present the estimation results for our reduced-form 
equation m table 6. 

Estimation 

Results 
Methodology and 

'An alternatwe method to eshmate the reduced-form equatron 1s the probit model In a 
blnary choice model, the ddferences between the log~~trc and probit models are generally 
not sigruficant Dlfferences can arise m the mulhnormal model, where there are three or 
more choices, because the lo@shc model unposes independence conhhons that somehmes 
do not refled the condihom being modeled Such was not the case m our model, snce we 
eshmated a binary choice equahon 
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Table 6: Logistic Model Results 

Variable Parameter estimate and [p-value] 

Age 0 1558 
[O 00011’ 

Advertising revenue per subscriber 0 7537 
[O 00011’ 

News 0.6769 
[O 00011’ 

suorts 0 0812 
[0 04721’ 

Broadcaster affiliation 0 8265 
[O OOOI]’ 

[O 00011’ 

Homes passed by cable system 
[0.001 11’ 

Cable system megahertz 0 0029 

[O 00011’ 

Cable affiliation 0 5817 

0 0000 

Population between ages 25 and 65 0 0061 
[O 11911 

Home ownership 0 0068 

Multiple system operator 0 3059 
[O 00011’ 

[O 00011’ 
Intercept -6 5658 

10.00011’ 

Source GAD (20031 

‘Sjgnificance at the 1 percent level 

’Significance at the 5 percent level 

Our model results indicate that ownership affiliation does influence the 
carriage of cable networks, as both broadcaster affiiation and cable 
operator affiliation are associated with a greater probability of a cable 
network being carried on a cable franchise. When calculated at the mean 
values for all of the variables in the model, cable networks m a t e d  with 
broadcast networks are 46 percent more likely to be carried than networks 
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that do not have broadcast ownership? Similarly, when calculated at mean 
values for all of the variables included in the model, cable networks 
affiliated with a cable operator are 31 percent more likely to be carried on 
a cable franchise than noncable-affiliated networks. 

The remaining variables generally had the expected impact on the 
likelihood of a cable network being carried on a cable franchise. Popular 
networks-as represented by high levels of advertising revenues per 
subscriber-and news- and sportsrelated networks were more likely to be 
camed on franchises than less popular networks and networks primarily 
delivering other program genres. Also, cable franchises with larger 
capacity were more likely to carry any given cable network, and franchises 
mth a high percentage of people residing in owner-occupied housing were 
also more likely to carry any given network. 

In addition to the above specification, we also considered a narrower 
definition of cable affiliation. In this specification, a cable network was 
only considered to be cable affiiated lfthe cable operator that owned the 
cable network also owned the cable franchise. For example, a cable 
network owned by Comcast would be considered cable affiliated when it 
appeared on a Comcast cable franchise, but not on another cable 
company’s franchise, such as a M e  Warner franchise. In this 
specification, cable networks affiliated mth a cable operator are 64 
percent more likely to be carried on the affiliated cable franchise than a 
nonaffiliated cable network. Cable networks affiliated with broadcast 
networks remain more likely to be camed than cable networks not 
affiiiated with broadcasters. We present the estimation results for ths 
alternative specification in table 7. 

Alternative 
Specification 

3We calculated these percentages hy takmg the mean values of all vanables included in the 
model and d e n m g  a prehcted value of camage for a broadcast-affihated network and a 
nonbroadcas t -Wed  network We then took the percentage Merences ~ I L  these 
ore&cted values The same methodology was used for detemuning the relahve hkehhood 
that a cable-afEbted network would hecamed 
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Table 7: Logistic Model Results 

Variable Parameter estimate and [p-value] 

Age 0.1 558 
[O 00011’ 

[O 00011’ 

[0.0001~ 

[O 00011’ 

[O OOOI]” 

[0.00011’ 

Advertising revenue per subscriber 0 7360 

News 0 6495 

sports 0 1558 

Broadcaster affiliation 0 6877 

Cable network owned by operator 1.4091 

Homes passed by cable system 0 0000 
[O 01311’ 

Cable system megahertz 0.0029 

Population between ages 25 and 65 0 0054 
[0.1677] 

Home ownership 0 0069 

Multiple system operator 0 2915 

Intercept -6.3393 

[O 00011’ 

[O 00011’ 

[O 00011’ 

[O.OOOl 1’ 
Sample size 55,728 
Rescaled R-square 0.5065 

Source GAO(2W31 

‘Significance at the 1 percent level 

*Significance at the 5 percent level 
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supplementing those in I 
the report text appear at 
the end of this appendix 

See comment 1 

Federal Commumcatlons Commission 
Washington, D C 20554 

September 24,2003 

Mr Mark Goldstem 
Acting Duector, Physical lnfrasmcture Issues 
United States General Accounting Office 
Washmgtan, DC 20548 

Dear Mr Goldstem 

Thank you for the 0ppor”ty to renew GAO’s draff repart entitled Telecommunrcotions Isrues 
Relaledlo Compelilion ondSubsenber Roles m the Cable Televrsron Indurlry (GAO-04-8) It LP 
my understanding that your staff has met ulth Comssion staff and has received data, 
comments, and assiStance fmm them 

There ax two pnmary areas of the draft report that M seriously misleading and upon whch we 
would like to comment The fim relater to the statutory framework that the Comssion IS 
legally obligated to adhere to m malung cffeauve cornpetinon deterrmnations The second 
relates to the Commesmn’s use of estimates provided by cable operators to determine the 
relauve importance of factors that explain cable telension rate increases 

The GAO Report states that the “FCC‘s designatlans of franchise mas as havmg (or not havmg) 
effective competition do not always accurately reflect current com@twe conditions and, m the 
case of effectlve compebnon based on DBS ~ ~ N I C C ,  FCC has not sought to validate the industry 
data used to substantiate these filings ” Our Annual Pnce Survey IS not an independent inqulry 
into compmtwe conditions, but rather a stltutonly defined n w e y  baEed on a legal framework -- 
adopted by Congress -- h c h  specifies the d e h u o n  ofeffective WmpeUtiOn and thc 
admmismative process through which cable operators file petiuons seeking findings of effective 
compeutlon 

The rate regulation provisions enacted by Congess reqrure partlcipauon by the local franchrsmg 
authorities (LFAs) to work effeclwcly An LFA may regulate basic rate ~ncrea~cs tfthe local 
cable system 1% not subject to effective cornpetinon An LFA must bs cemfied 10 regulate basic 
rates, if 11 would llke 10 do EO A cable operator seeking effectwe compeutmn stam filer a 
petltlon wth  the Commission providing daw to demonstrate that 11 meets one afthe four 
statl l t~ry tests for effective competiuon The cable operator IS required to serve its petlhon on 
the LFA, whlch prowdes an oppomuuty for the LFA to oppose the peution and provide 
countervahg evidence for Commission review 

In malung detmmauom of effective compeuuon, the stafuloly process allows the Commission 
to rely on data from external SOUIC~E, for example DBS penemahon data fmm SkyTRENDS 
Because copm of the petloons for detennauon of effective competition filings -- including 
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See comment 2 

See comment 1 

See comment 1 

See comment 3 

See comment 1 

See comment 4. 

See comment 5 

See comment 6 

Mr Mark Goldstem 
September 24,2003 
Page 2 

copies of the full SkyTRENDS npaltr for the relevant commmties - an avalable to the LFAs 
under the staNtory framework, the LFAs have an oppormnity to file oblectmns m the effecuve 
wmpetiuon proceedmgs d they believe the data are mBccmte No LFA has ever made a senous 
charge that the S L y m N D S  data were not suffiemuly accurate for these purposes, nor are we 
aware of a better source for such data 

If circumstances change and the cntena far “effective Competition” as defined by our g o v m g  
statute are no longer present, the statute provides LFAs have an oppoltunity to file for 
recertification, but they .are under no obhgattan lo do so If an LFA chooses not to file for 
recertification, the Comrmsrmn has no legal basis upon whch to act to change a cable operator’s 
effective cornpention status for purposes ofrate regulation In situations where a a b l e  operator 
has met the definitton of effective cornpentian and a h d m g  to ulat effect has been m d e ,  the 
cable operator has no obligation under the staMc to inform the LFA or the Commission of 
changed circumstances In addition, there may be sitoatlorn in which LFAs may be aware of 
changed eireumstance~ and for various reasons choose not to file for recertificauan 

The statutory framework establishes no mechamsm - other than recertificatton by the LFA -- for 
the Commenon to become cognizant ofchanges m competitive condiuorn Funher, as a 
practteal matter, the C o m s s i o n  does not have the resources that would be needed to monitor 
the entire cable industry and update destgnations ofeffective compehhon on a rolling basis 
Indeed, even if the FCC were to do so based on somc independent authority, it IS not clear that 
this informahon could be used m an mud cable rate survey The Commission IS requlred to 
repon annually on cable rates, wmpanng cable systcms subject to ”effective compehtlon” wth 
those not subject to “effectwe competttmn” as defined ID the staNte Even If the Commission 
could determme changes m competittvc statu, the law would require that we conhnue lo report 
cable rates pursuant to the legal definition of effective compeution Thus, to the extent the report 
suggests that the FCC should update penodieally ,Is view of the wmpetlttve siNation ID 
mdwdual fraanchm areas, such an effort would not only be ulno w e s  and beyond the limits of 
the Comm~ssian’s resources. It ultimately would not provide the data needed to fulfill our legal 
obligation to report on cable mdusm pnces 

By making ad hoc detemmations of competttivs stam based on c m n t  market wndtlmns and 
using an economemc model, GAO found a 15% differential m cable rates between ulre-based 
competitors and nonwmpetitive operators In the 2002 Price Survey Repon, also using an 
ewnometnc model, the Commission found a 7% differenaal between wx-based competrtors 
and noncompetitwe operators The GAO report may be misleading in this regard because It 
draws a companson between these two percentages even though they were estimated based on 
two different sets of competitive cable operators As mentioned m the repon, GAO sought to 
determine the current status of competition m each franchise The Commission, on the other 
hand, followed the statotory framework and mcluded only those operators where a finding of 
effeeuve wmpetttion has been made 

GAO-04-8 Cable Television Indnatry page 71 



Appendix VI: Comments from the Federal 
Comrnunieatione Commission 

See comment 7 

See comment 6 

See comment 7 

MI Mark Goldstem 
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With respect to the Commission's use of estunates to explen rate mcreases, the GAO report 
suggests that our Pnce Survey Report may not provide .'a reliable some of mfomatmn" on the 
factors that underlie recent cable rate increases because the cable operaton participatmg m o w  
survey did not respond to there question in a consistent manner The report further observes 
that many cable operators "spondmg to ow survey may have underemmated the unportance of 
certln factors, and by Y) doing, would have overesumated the importance ofprogramming costs 
as a factor coneLblrDng to rate increases 

We acknowledge m our 2002 Pnce Survey Report that the responses to these particular questtons 
may not have the same degree of accuracy as, for example, the responxr to questions regarding 
monthly rates We also observe that because the survey requres the factors to equal the amount 
of the rale increases that are bemg explamd, if one or more facton me underestimated, then the 
remauung fanors w11 be overesumated Despite these shortcommgs, we provided the estimates 
because we believed that, an balance, they provide mfomtion that helps puf the changes m 
rates m penppectlve wth reported cost mcreases It IS nmructwc to note that GAOs findmgr. 
whch were amved at h u g h  an mdependent survey, appear to corroborate the emmates 
provided m OUT Pnce Survey Report For example, we reported that cable operaton attributed 
65 8% of their rate increases for 2042 to mc-es m p r o g m m g  costs Using m f o m h o n  m 
GAO's report, we em calculate that your survey finds that p r a g r m n g  cost increases would 
explen about 60% of rate mc-es for 2002.' Although these results l f f e r  by approximately 
5 8 percentage pomts, on balance, o w  estimates provide useful informahon that helps put the 

( continued from previous m e )  

diflemnse betwea GAO's and the Commi~iion's findings Ln addmon, wc believe that mullicollineanly id perent 
among the explanawry vanabln includsd m the GAO model. I 5 ,  the explanatmy variablsr influence cach 0th- as 
well BI the varnabb being sxplunsd This d e r  the GAO model ssnsiUve Io cvm small change I" the choiss of 
explanatory varmhlcr. I e , e  small change m the 1st of vanabler selected as cxplanafoly vansbln will resuI1 m a  
large change 8n Ihc result This aka covld cxplsm why _me o f  Ihc e~timatcs in the GAO model are statistically not 
significant and have the opprilc s'gn from fhaf which would k infoifivcly cxpcctcd 

' The GAO repon obrnvcr that for the nine opcrafm mcludcd m G A O I  syrvcy (whlch s o v w ~  62% oral1 cable 
subscnberr) annual p m p m m g  expcnr6 on a per s u b r c n i  bas89 lncremcd from 1122 m 1999 ID SI80 m 2W2. a 
48%1ncmcovatb-ycarr Onamanthlyhanr,IhUulvillr11016m 1999andSISWm2W2.af484insrrasc 
over fhmc yem, or an average mcmasc of S I  61 pcr year An wreasc m pmpmmmg costs of  S I  61 (per month 
pcc subscnbcr) would explun 60% afthr $2 66 by which hais and expanded baris cahls scrv~cs rates ! w r e a d  ID 

2002 We note that W A  f a l k  withm the ccmfidcnec in-1 amund Ihe 65 8% c m m e  provided on wr repon 
Ssvcral caveas are ncccrrq  for ~ompanbon of two pc'ccnmger Fmr. the GAO survcy ED YE^ a ppnicular 
semen! of the mdvrtry -- nine ofthe l q -  MSOs - while our s w c y  C D Y ~ R  a m d o m  1 q 1 e  oflhc emre 
mdus!Iy Typ~cally. rmallo cable operalon pay romcwhaf mom than k e c r  opnaton for thew pmpmmmg. and 
thus may face larger cost ~mcrrases Thcrcforc, ths GAO sample may understate thc mpamrc of pmrammmg 
m i  mcrease~ hmm the pcnpccfive ofthe mure m u m y  Second. Ihc 60% figure d m v d  fmm G A V s  s w e y  IS 

barcd on an average o v o  the three y c ~  cavered by GAOa data ~ 1959 fo 2002, whlle ow data COVSR I two year 
pniod, 2WI and 2002, and repats  each ycar s s p m d y  lfpmgramming con msrass~ werr accslrrating dunng 
tho= fhrce yean, the m c m c  m 2002 would bc -en than average Lmilarly, rfdecslcratmg. the ~ C - C  m 2002 
would be IFIS than avcraggc The GAO report pmvidcr some mfomaflon, pPmEularly m the cham on pages 23 and 
24. that suggests that pmgrammsng cost mcrcases acccluami (n 2002 m compariron with the trend ofthe prtor dvec 

"em 
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See comment 8 

See comment 9. 

See comment 10 

Federal Communications Commission 
Washington, D.C. 20554 

October 9,2003 

Mr Mark Goldstein 
Actmg Ihrector, Physical Infrastzucture Issues 
Umted States General Accounting Office 
W a h g l o n ,  DC 20548 

Dear Mr Goldstein 

Th~s is m response 10 our dIxcuss10n regardmg the Commission’s statutory authonty to modlfy 
its tindmgr of effective compnltlon or establrsh new procedures to ~ecount for changed 
clrcumrtances wth respect to effective wmp*ltlon adjudcations m particular loeal fianchre 
areas (“LFAr’7 

Pmuant 10 Sectlan 623 ofthe Communicatlans Aet the Commisrm IS mthonzed to make 
findings of effective compeouon and has established rules to do so In accordance wth the 
authonty panted to the Commission m Section 623, the procedure for m&ng a decision as to 
the presence or a b w m  of effective wmpetltion IS necessarily an adjudicatory m e  As eumntly 
promulgated, the Commission's rules do not wntemplate a reassessment of an effecuve 
compeooon adpixation, except through the LFA recemficatm procedure The 
Commurueahonr Act neither explicitly authorize the Commissmn to, nor prohibm the 
Comrmssion fmm. rcvlsmg ~ t s  rules 10 limit the duratlon of such fmdingr or requrc a cable 
operator 10 pendeal ly  cemfy that 11 continuer to meet thc s p i f i c  standard whch was the basls 
of ~ t s  -1 of effective compeooon status In today’s increasingly wmpewive envimnment and 
from a eortmmefit perspectwe, however. we wnovsly queshon the uulity of such an approach 
for several reasons 

First, based upon our expmencc, 11 IS unlikely that such a mechanism would slgmfieantly change 
ow findmgs wth resped IO the cornpanson of rates charged by campauwe and noncompetluve 
cable operators We have exsmmed YMOUS wmblnattons ofwmpeuuve operators and at the 
possibility of reformulating the cornpetlove list in VMOUS ways and find that the end result 
would be an almost neghmble change in the average rate found for the wmpeouve group 

In &IS regard, we note that there are other wmdsrationr and tssyeo that musf be taken mto 
account m the context of our pncc survey and effecbve compnihon findmgs Although the 
Commission could possibly modify the p m d d  rules associated wth fmdmgs of effecovc 
wmpetmon, it IS not clear that 11 wuld, for pwpows of campanng the ram of compaitlvc and 
nonwmpeUuve aptors ,  by-pass the due pmcsr requmenls mvolved m order 10 properly 
evaluate those commutles that have never bnn the subject of an effecuve competition finding. 
In other words, s h b g  fmm a comparison that is based on the legal stam of the cornmuties m 
questlon ar IS done now, to a wmpanson based on an updated rcnew of ody  h a  commutles 
subject to a prevlous adjumcabon would not appear to improve the overall pmess. Tl”s would 
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See comment 10 

hk Mark Goldstem 
oetober 9,2003 
Page 2 

particularly appear to be the casc where the level of wmpnruan IE increasing year-tc-year so that 
the number ofcommuruties reeverting to a non-competmvc status 1s ltkelyto be lmted  and the 
number of commuties facmg effemvc campcution for the first m e  IS llkely to be a d c a n t  
Any allempt 10 reevalualc the cffecuve wmpctltion findings formally whle looking at the lack 
of effecuve compeuuon situahons lnformaly would involve mixing two entlrely different types 
of decision makmg Such an effon also would increase the level of resources that would have to 
be devoted to the price survey process wthout necessarily improving the value of the work 
product ngmficantly 

Second, I t  appears that the under the new procedures you mggesl we would only reexamine 
those cable sysmm detemmd to face effmhvc competition, a -vl that dms not address the 
very large number of “noncompetmve” cable systcms where the conditions for “effective 
wmpemon” are actually pesmt but there has been no formal determinabon For example, DBS 
penemoon has reached an average of 15% or more (the threshold for a findmg of effectlvc 
compeuuon) m at least 40 stltcs, suggestmng that there ax many cable systems in those Rates 
that would men the “effechve cornpelttion” lest should a pelman wme before us There are 
more than 33,400 fanchse arcas regrtered wth the Comrmssion In ordn to update our list of 
“nonwmpetitlve” operators for current circumstances. we would have to R M ~ W  virmslly all of 
those franchse areas for the cumnt stams of compeuuon l h s  would -sent B burden that 
would be sigmficanlly beyond our RW-S Moreover, as we have noted 10 previous 
discussions, the data necessary for this exercise IS w t  readdy avahble to us. 

lhd, many effecuve competlhon decisions, pvucularly those mvolvlng LEC compe~tion 
purmarn to Sccuon 623(IXlXD), arc not objecuvely clear cut such that pames could reliably 
eemfy or reeemfy the exlstenee or “on-existence of e f f m v e  wmpstltian penodically. By their 
very nature, LEC effective compctltlan decisions me not reducible 10 neat equations by whch 
cable o p t o r s  can periodidly self-cenify Decisions under the LEC lesi ofkn hlm on 
Comsnon  value judgments based on vanables such as bmld-out schedules, performance 
bonds, mcumbmt response and lack of obstacles to wmrmCuon If would be exmordinanly 
mfficult for the Commission to rely on an operator’s decision to cemfy that the cl~‘umsfa0Ecs 
undsrlylng a LEC adpdleatlon arc unchanged Only through the adpdieatoly process can the 
decisional mpon of such faeton be determined I e ,  the pracess intended by Congress as 
reflected ~n the stamtory scheme 

We apprecme the opponVn,ly to engage L” 6,s malog 
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The following are GAOs comments on the Federal Communications 
Comnussion’s letters dated September 24 and October 9,2003. 

1. In a letter dated September 24,2003, FCC contended that under the 
statutory framework to which the commission is legally obligated to 
adhere rn making effective competition determinations, it would be 
ultra vires for the commission to update designations of effective 
competition on a periodic basis. In other words, FCC stated that it did 
not have the legal authority to update periodically its view of the 
competitive situahon in individual franchise areas. We disagree that 
the commission’s authority is so limited. In order to better understand 
the view that the commission stated in its letter (i.e., it was prohbited 
from mod@ng its rules to ensure that effective competition 
designahons are reflechve of current conditions and continue to meet 
the statutory definition to the maximum extent possible), we 
contacted FCC. On the basis of a conversation between commission 
staff and GAO staff, FCC provided us with a second letter dated 
October 9,2003, that modfied its mews as expressed in the September 
24 letter. In the second letter, FCC acknowledged that it was not 
statutonly prohbited from revising its process (see GAOs comment 

GAO Comments 

8). 

2. Although local franchising authorities do see the information that a 
cable franchise provides to FCC in an application for effective 
competition, from filings that we reviewed, we found that these 
authonties at times question the validity of the data and/or estimation 
methodologies. For example, some have noted that reliance on 2000 
census data on housing units can lead to an overstatement of DBS 
penetrabon because in areas with growing populations, housing 
estimates from 2000 will understate the current number of housing 
units in an area Such an understatement wil l  result in an 
overstatement of the DBS penetration rate. Moreover, under FCC‘s 
rules, local franchsing authorities have limited time to review such 
informahon after it is submitted. 

3. Resources could clearly be an issue for k&ng steps to update the 
status of effective competition, and FCC should consider this issue 
when revising its process to keep the status of effective competition up 
to date. FCC could consider requinng cable operators to certify on a 
periodic basis that they still meet the statutmy definition and if no 
certification is provided, the finding would be removed. Alternatively, 
as part of the cable rate survey, FCC could ask any franchise having a 
designahon of effective competition to provide information if that 
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status has changed and, under modified rules, use this as a basis for 
changmg the effective competition finding. 

4. To develop our measure of competition, we reviewed many sources of 
information, including information from FCC, information from and 
about particular providers, as well as information gathered through 
discussions we had with local franchising authorities. We were not 
attempting to determine which franchises would have effective 
competition under the legal definition. Instead, we focused on 
establishing when meaningful competition, from an economic 
perspective, was likely to exist. 

5. We cite FCC's finding on the difference in prices in places with and 
without effective competition, but the more direct comparison for our 
model is FCC's output from its econometric model contained in its 
2002 Cable Pricing report. In that model, FCC tests for the price 
reduction that occurs where there is wireline competition. Although 
FCC d d  not explicitly define this term in their report, our review of 
that analysis led us to believe that this measure is equivalent or very 
close in concept to our delinition of wire-based competition. That is, 
FCC is attempting to measure how prices differ when a cable franchise 
faces a direct wireline overbuilder in the area, which does not include 
all places that have effective competition. Thus, we believe that the 
two measures of wireline competition-that is FCC's and G A O ' d d  
not differ in concept. 

6. We performed standard statistical tests for the evidence of 
multicollinearity in our model and did not find a significant problem. 
Moreover, we tested FCC's variable for wireline competition in our 
model, and we tested our measure of wireline competition on FCC's 
model. Since we know the findings from each agencies' variable on its 
own model, we were able to discern whether the differences in the 
findings from the two models were caused by differences in the two 
models or by the measure of wireline competition. We found that using 
FCC's measure of wireline competition in our model produced a 
finding similar to that reported by FCC, and using our measure of 
competition in FCC's model produced a finding similar to that found in 
our model. From these findings, we have concluded that my 
differences between the findings of FCC and those of GAO are not 
caused by differences in the two models, but are due to differences in 
how the wireline variable was measured. Further, the GAO and FCC 
models have much overlap in the independent variables specified in 
the model, and, as such, the degree to which there are concerns about 
multicollinearity, this would be true of both models. 
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7. We agree that FCC’s estimate of the percentage of the yearly rate 
increase that can be attributed to programming costs is relatively 
accurate because, as we note in our report, most of the 100 cable 
franchises we interviewed noted that they used actual data when 
calculating these costs. However, we did find that other cost items, 
such as infrastructure investment, were reported with less accuracy 
and, in some instances, were simply “plugs” to ensure that the cost and 
rate mcreases were equal. In fact, while FCC found that in 2002 about 
6.2 percent of the rate increase was attributable to infrastructure costs, 
the findings from our survey of 9 large cable operators shows that 
overall infrastructure costs mcreased by $2.23 per month per 
subscriber-r about 84 percent of the average rate increase reported 
in 2002. While these estimates of infrastructure costs vary 
considerably, we recognize that our reported infrastructure cost are 
not directly comparable to the average rate increase since the average 
cost of $2.23 per month per subscriber includes some infrastructure 
costs not attributable to the basic and expanded-basic tiers of video 
service. We believe that these findings are consistent with a major 
point in our report: that is, the data reported on cost increases for 
programming were largely accurate, but the requirement that the sum 
of cost mcreases equal the average rate increase may have caused 
reduced estimates for other cost factors. 

In its October 9 letter, FCC recognizes that while the statute authorizes 
it to make findings of effective competition, the commission 
mplements this authority through the rules it has established. The 
commlssion notes that its current rules do not contemplate a 
reassessment of effective competition adjudication, except through the 
Local Franctuse Authonty recerhfication process. However, FCC 
states that the statute neither explicitly prohibits nor authorizes the 
commission from revising its rules. AccordingJy, FCC now 
acknowledges that it could possibly modify the procedural rules 
associated with findings of effective competition, although the 
commission notes that it is unclear, in its view, whether this would 
work in communities lacking an effective competition designation. 

9. We believe that when effective competition designations more 
accurately reflect current conditions, the resulting analysis provides a 
better measure of the impact of competition on cable rates. As we note 
in our report, we found that wirebased competition was associated 
with 15 percent lower cable rates, while FCC’s report found that cable 
rates were approximately 7 percent lower with this competition. We 
believe the Merence in these results 1s primarily the result of steps 

8 
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we took to update FCC's wire-based competition variable (see GAOs 
comment 6). 

10. In our subsequent conversation with FCC staff, they asked us to 
identify possible ways that effective competition determjnations could 
be kept more up to date. We identified a number of possible options 
that the commission could consider, recognizing that the commission 
would be the appropriate party to determine how this could best be 
done. We made a number of suggestions including (1) having effective 
competition determinations be time limited, (2) having the cable 
operator periodically certify that the circumstances under which the 
effective competition determination had been made had not changed, 
and (3) utilizing the nformation gathered as part of its Annual Price 
Survey to update the effective competition determinations. In its 
October 9 letter, the commission questions from a costhenefit 
perspective the utility of such approaches. 

FCC's underlying concerns about these approaches is that the market 
has changed. The c o m s i o n  notes that the level of competition is 
increasing year to year so that the number of communities reverting to 
a noncompetitive status is likely to be limited, while the number of 
communities facing effectme competition for the first time is likely to 
be sigruficant. For example, the commission provides that DBS 
penetration has reached an average of 15 percent or more (the 
threshold for a finding of effective competition) in at least 40 states. In 
our view, these changes m the market emphasize the need for FCC to 
review its process for making effective competition determinations. 
Moreover, as FCC emphasizes, the commission has a statutory 
mandate to report on average prices comparing cable systems that it 
has found are subject to effective competition with cable systems that 
it has found are not subject to effective competition. We believe that 
this report should, to the maximum extent possible, reflect the current 
conditions in order to ensure its uhlity. 
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Below we summarize the written and oral comments that we received 
from industry participants that reviewed a draft of our report. Because 
many of these comments are opinion-based, we are not offering our views 
on them. In one case, however, we provide some clarifying information 
about the GAO model on cable rates. 

The American Cable Association (ACA) noted that because we focused 
much of our analysis on larger cable operators, the report does not 
address issues of great importance to ACA and its membership, which are 
mostly s m d  cable operators. ACA noted that for smaller cable operators, 
DBS providers are highly competitive, and programming costs are an even 
higher percentage of overall costs than is the case for larger cable 
operators. As a result, ACA disagreed mth our suggestion that greater 
competition is a potential solution to increasing cable rates. 

ACA provided, in its comments, a number of policy solutions that would 
address, in their view, the level of programming costs. Such options 
include mandating public disclosure of programming rates, requiring an a 
la carte or minitier regme, overhauling of the retransmission consent 
process, and requiring slmilar regulatory obligations for the DBS and the 
cable industnes. Additionally, ACA disagreed with our conclusion that an 
a la carte system would mpose additional technical costs and not cause 
cable rates to generally decline. Further, ACA did not believe that we 
adequately addressed the link between increased carriage of cable 
networks affiliated with broadcasters and higher cable rates. 

American Cable 
Association 

A representative of the Consumer Federation of America suggested that 
the costs associated with infrastructure upgrades were recouped from 
revenues generated by advanced services, such as the digital tier and cable 
modem service, and should not influence cable rates for the basic and 
expanded-basic tiers. Therefore, this representative believes that we 
overstate the contribution of infrastructure costs to mcreasing cable rates. 
Moreover, this representative noted that we do not fully account for the 
revenue obtained from advertising, which in this representative’s view, 
should mitigate the need for increasing cable rates. 

This representative also provided several comments on GAOs cable 
network carriage econometric model. First, this representative suggested 
that advertismg revenues per subscriber could be treated as an 
endogenous variable-that E, it is a variable that 1s codetermined ulth 
other dependent variables in the model. Second, this representative 

Consumer Federation 
of America 
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suggested that we include a table reporting the results for the alternative 
specificahon, in which we consider cable networks owned by a cable 
operator. 

A representative of Consumers Union believes that our finding that cable 
rates are 15 percent lower where a second wire-based competitor is 
present is evidence of cable operators’ market power. He believes that we 
should measure the savings to American consumers that would accrue if 
cable rates were 15 percent lower in all franchises throughout the country. 
Additionally, this representative believes that our draft overstated the 
negative aspects of regulation. He stated that regulation may be the only 
viable option for addressing cable operators’ market power because wire- 
based competition may not be feasible on a widespread basis. 

Regarding our analysis of ownership affiliations, this representative 
believes that we should test for the impact of lower ownership thresholds, 
in addition to the analysis of majority-owned networks. 

This representative made numerous comments regarding an a la carte 
system. First, he suggested that we overstated the costs of equipment 
associated with an la carte system, and he noted that (1) the necessary 
equipment is currently being deployed and (2) the Congress is pushing the 
cable mdustry toward a digital conversion. Second, he noted that our 
discussion assumed that cable operators would pay any increases in 
license fees arising from a decline in cable networks’ advertising revenues. 
But, he believes cable operators will exercise their market power and 
therefore refuse to fully pay the higher hcense fees that cable networks 
will seek. Moreover, this representative did not accept that advertising 
revenues would dramatically decline in an a la carte regime, and he stated 
that advertising revenues for the most popular cable networks might 
increase because advertisers will be able to clearly target subscribers 
viewmg these networks. Third, he stated that GAO understates how many 
subscribers could benefit from an la carte approach. He also stated that a 
substantial percentage of subscnbers-perhaps as many as 40 percent- 
could see their monthly bill decline because most subscribers do not 
watch many networks. Finally, he noted that fundamentally there is 
tremendous uncertainty regarding the outcome under an a la carte regme. 

Consumers Union 
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National Association of Broadcasters officials identified several issues 
associated with the cable industry. First, they stated that while our report 
implies that a greater number of channels are a benefit to subscribers, I t  is 
not clear whether this is the case. Second, they also noted a concern about 
how we measured the populanty of cable networks for the cable network 
carriage model. 

These officials noted that in discussing pricing under an B la carte system, 
we should include the possibility of cable operators implementing a 
pricing scheme wherein subscribers are charged a flat monthly fee for 
access to the cable network and additional fees for each network selected. 
They believe that this would be the pricing structure implemented because 
cable operators must be able to recoup costs associated mth  their 
networks and overhead that are currently imbedded in the price for the 
basic and expanded-basic tiers. 

Regarding retransmission consent, these officials do not believe there was 
sufficient discussion in our report of the history of retransmission consent. 
In particular, the option for cable network carriage in lieu of cash payment 
for retransmission of the broadcast station was largely supported by the 
cable industry. Additionally, they noted that our discussion regarding how 
retransmission consent is used was too broad because it implied that all 
broadcast stations use retransmission consent to gain carriage, while there 
are only a limited number of stations that do so. 

National Association 
of Broadcasters 

The National Association of Telecommunications Officers and Advisors 
(NATOA) noted that the focus of our review was cable rates for the basic 
and expanded-basic service tiers, but equipment rental+uch as converter 
boxes-are also rising. NATOA noted that we correctly pointed out that 
the benefits of mfrastructure investment may confer largely to subscnbers 
of advanced services, but it noted that FCC rules continue to d o w  these 
costs to be allocated to basic rates and rates for equipment. 

NATOA also raised concern about the lack of government data on cable 
rates and related issues. NATOA expressed concern that we relied on 
FCC data-which we have noted may not be of high reliabilily-as well as 
on data from Kagan World Media, a cable industry data vendor. For 
example, NATOA expressed concern that we had no hard data on 
expenditures on customer service. NATOA noted that we should 
recommend to the Congress that some responsible agency (such as the 
Department of Justice) conduct an audit of the cable industry, including 

National Association 

Telecommunications 
of 

Officers and Advisors 
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an examination of the contracts between cable networks and cable 
operators for the purchase of programming. 

NATOA also raised concerns about how we analyzed the effect of 
ownership relationships on the cost of programming. NATOA's comments 
noted that our analysis of the effect of "majority-owned" programming was 
too limited, and that we should have included a broader definition of 
ownership affiliations, including, for example, agreements between 
companies that are separately owned, for this analysis. 

According to NATOA, infrastructure investments are largely a benefit to 
subscnbers of advanced services and, to the extent that basic and 
expanded-basic rates rise due to these investments, it represents a cross- 
subsidy. 

NATOA also pointed out that, as we have noted, DBS penetration data 
used for effective competition filings have not been f d y  validated and are 
generally not available to stakeholders other than the cable operators. 
Moreover, NATOA noted that the Congress should reevaluate the 15 
percent penetration level required under law for a finding of effective 
competition when the basis is competition from DBS providers. NATOA 
also noted that our findmg of a 15 percent price reduction in areas with a 
wire-based competitor may be the result of temporary price discounts by 
new companies. Finally, NATOA noted that we do not fully discuss in this 
report the ramifications of a finding of effective competition. In parhcular, 
NATOA noted that we did not discuss that cable franchises with such a 
finding no longer have to price uniformly across the franchise area and are 
no longer subject to the tier buy-through provisions of the Cable 
Television Consumer Protection and Competition Act of 1992. 

Lastly, NATOA noted that it is critical for us to make it clear that, on the 
basis of the model results, there is only a slight reduction in cable rates 
due to the level of DBS penetration. 

& 
whv broadcaster-owned cable networks are more frequently carried than National Broadcasting 

Company other cable networks. In their view, cable operators, as a rule, do not pay 
any license fees for the right to cany a local broadcast station, 
notwithstanding the value of that programming to the cable operator. They 
also noted that, according to our data, cable operators also do not pay 
higher license fees for the right to carry these broadcaster-affiliated 
networks. Instead, NBC officials said that the sole compensation that 
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broadcasters receive in exchange for retransmission of the local broadcast 
stations' programming is an arguably higher penetration of cable caniage 
for their affihated programming networks. 

The National Cable and Telecommunications Association (NCTA) had 
serious concerns about the finding from our econometric model, which 
indicates that cable rates are 15 percent lower in markets with a second 
wire-based competitor. NCTA officials noted that only about 45 franchise 
communities have such an overbuilder compared with about 10,000 cable 
systems nationwide. They also noted that the number of such overbuilders 
has declined in recent years, and the type of companies operatmg these 
businesses has been changing. As such, they believe that it is not 
appropriate to extrapolate these findings for the vast majonty of markets 
that currently have no wireline competition. In its written comments, 
NCTA noted that "given the limited nature of mel ine overbuild 
competition, it is important not to overstate its importance to determining 
a 'competitive' rate."' 

NCTA officials stated that there 1s no link between the possible exercise of 
market power and the increase in cable rates. They noted that, according 
to FCC's survey, rates for areas with effective competibon have actually 
risen in the last 2 years at a slightly faster pace, on a percentage basis, than 
rates in areas without effective competition. 

These officials also noted that our study did not take into account the rise 
in the quahty of cable programming. In particular, they noted that a recent 
study by Professor Wildman, of Michigan State University, found that 
when analyzed on a price per-viewing-hour basis, cable rates have 
declined significantly in recent years. Additionally, they noted that there 
have been enormous benefits from the upgraded infrastructure of cable 
systems. They also noted that important benefits to those upgrades accrue 
to video subscnbes (even if they do not take advanced services) in the 
form of better picture quality and more reliable cable service. 

National Cable and 

Association 
Telecommunications 

'In our model, we Included appromately 100 €ranchses that were classfied as faclng 
-based competition-we believe that FCC's number of only 45 overblulders, as cxted by 
NCTA, does not mclude all w e b a s e d  competitors. Moreover, the sample of franctuses 
mcluded m ow model was only about 720, whcb were randomly selected by FCC to be 
representatme of the uruverse of ftanchses A s  such, approximately 16 percent ofthe 
ftanchses Included m our model were classfied as having a we-based compehtar. 
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NCTA officlals had two comments related to cable operators ownership of 
cable networks. First, they stated that our discussion of program access 
rules mplied that there could be a significant problem for entrants’ gaining 
access to programming. Conversely, they noted that program access 
concerns have always been minimal and that, if anything, these problems 
have declined in recent years, in part because few cable networks are 
owned by cable operators. Second, in t e r n  of the carriage benefits that 
accrue to cable networks owned by cable operators, these officials noted 
that few cable networks are owned by cable operators. As such, they 
believe that while these cable networks may have an advantage in 
carriage, this is not a serious concern. 

Regarding programming costs, News Corporation (Fox) officials stated 
that the 59 percent increase in the cost of sports programming that we 
reported seemed high, and they suggested that we mention that the 
analysis did not include regional sports networks. Further, these officials 
also noted that the 72 networks that we compared with the sports 
programming networks include some networks that are not mdely 
distnbuted. They said that our inclusion of such networks could 
exacerbate the difference in programming costs between the sports and 
nonsports networks because some of the less distributed networks would 
have low license fees. 

News Corporation officials noted that one reason the sports leagues might 
have told us that the cost of sports rights has not increased much in the 
past year IS because the leagues are in the middle of multiyear contracts. 
These officials noted, however, that when compared with previous 
multiyear contracts, there has been a large increase in the cost of sports 
nghts. 

Regarding retransrmssion consent, News Corporation officials noted that 
broadcast networks are highly valuable to consumers. Further, they noted 
that there are important objectives served by the retransmission 
provisions that should be more fully discussed in the body of our report. 

These officials cited two concerns regarding our cable network carriage 
model. First, they indicated that we should include an explanatory variable 
for the pnce, or license fee, for each cable network. Second, they believe 
our model should include a variable that incorporates launch fees. 

News Corporabon officials believe that it is important to note that even if 
people only watch 17 channels, consumers value having access to more 

News Corporation 
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than 17 channels. Moreover, they indicated that consumers may not 
choose to watch the same 17 channels in any gwen year. 

Satellite Broadcasting The Satellite Broadcasting and Communications Association chose to 
provide no comments. 

and Communications 
Association 

Viacom (CBS) chose to provide no comments. Viacom 

Walt Disney Company Walt Disney Company (Al3C) officials said that our draft provided 
extensive information on how programming costs have increased over 
time, but did not provide enough coverage of how infrastructure costs 
have changed over time. Additionally, they believe the figures for 
programming costs that we reported are too high, and similarly that 
advertising revenues offset a greater portion of programming costs than 
we reported. 

Dlsney officials noted that the value of cable service today is much greater 
than it was in the past in terms of the number of networks and quality of 
programming that subscribers receive. As evidence, they said that 
subscribers are watching cable networks more and broadcast networks 
less. They referred to a study prepared by Professor Wildman, of Michigan 
State University, which estimated the "real" cost of cable by considering 
viewmg hours; the study linds that the value of cable service to 
subscribers has risen dramatically in recent years. 

Regardmg a sports tier, these officials noted that a sports tier only exists in 
New York, and that it has been bitterly fought-over, involved mediation, 
and is only a 1-year agreement. Moreover, they believe we should 
emphasize that the Yankees Entertainment and Sports (YES)  network 
agreement only applies to regional sports networks, not ESPN. They said 
that the YES arrangement does not represent a trend and noted, for 
example, that cable operators continue to place cable-affiliated sports 
networks on the expanded-basic tier. 

Regarding retransmission consent, Disney officials said that we should 
provide more discussion about why the Congress passed this provision. 
They believe that without retransmission consent, free over-the-air 
television would be undermined. Moreover, they m d  that, prior to 
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retransmission consent, broadcasters were required to provide content 
free of charge to cable operators that they subsequently sold to 
subscribers. Addibonally, they said that it is important to note that the 
option of carriage of broadcaster-affiliated cable networks instead of 
payment for retransmission was discussed by Congress and has been 
endorsed by FCC. More importantly, according to these officials, Disney 
always offers a cash option to cable operators-their most recent offer 
was 70 cents per subscriber per month. 
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